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VEMORANDUM AND ORDER

McLaughlin, J. January 31, 2008

This case involves the clains of Bruce W Mjer, Alen
W Fortna, and the Hermtage Partnership (“Hermtage”), against
Sonex Research, Inc. (“Sonex”) and four affiliated individuals:
Roger D. Posey, JimZ. |I. WIllians, CGeorge E. Ponticas, and Andrew
A. Pouring. The plaintiffs invested in Sonex through a private
pl acenment in 2004. They allege that the defendants
m srepresented Sonex’s financial and personnel situation while
soliciting the plaintiff’s investnent. The plaintiffs claimthat
their investnments are now worthl ess, and have alleged that the
def endants’ actions constitute fraud in violation of federal
securities |law, Pennsylvania securities law, and common law. In
addition, the plaintiffs nmake state |aw clains of negligent
m srepresentation, breach of contract, and rescission of their
subscri ption agreenents.

On July 17, 2006, the Court granted the individual

defendants’ notion to dismss for failure to state a cl ai mupon



which relief can be granted. The Court concluded that the
plaintiffs’ allegation of m srepresentation and om ssions failed
to state a claimunder the federal and state securities |aws and

under the conmmon | aw. Maj er v. Sonex Research, Inc., No. 05-606,

2006 W. 2038604, at *8, *13 (E.D. Pa. July 19, 2006).

The plaintiffs have anended their conplaint and added
detail to their allegations. These additional details do not add
enough to state a claim and the Court will dismss with
prejudi ce the anmended conplaint for failure to state a claim

under which relief can be granted.

Facts

The plaintiffs allege the following facts in the
amended conplaint.?

Sonex, founded in 1980, is an engi neering research and
devel opnment firmthat holds patented technol ogy for in-cylinder
control of ignition and conbustion in various kinds of engines.
The conpany went public in the m d-1980s, but remained a snall
operation, wth only one office/warehouse in Annapolis, Miryland

and a small staff. By the late 1980s, Sonex’s focus had narrowed

! In considering the defendants’ notion to dismss, the
Court must accept the allegations in the anmended conpl ai nt as
true and draw all reasonable inferences in favor of the
plaintiffs. Mller Yacht Sales, Inc. v. Smth, 384 F.3d 93, 97
(3d Cir. 2004); In re Rockefeller CGr. Props., Inc., Sec. Litig.
311 F. 3d 198, 215 (3d G r. 2002).
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into studying the effects of changes in the chem cal and fuel
di sbursenent characteristics within the conmbusti on chanber.
Am Conpl. Y7 21-22, 24, 40.

Def endant Andrew Pouring, a former aerospace
engi neering professor, co-founded Sonex and at the tinme of the
filing of the anended conpl aint served as its Chairman, Chief
Executive O ficer, and President. Defendant George Ponticas is a
Certified Public Accountant. Sonex hired himas its Conptroller
and Assistant Secretary in 1987, and he because the Chi ef
Financial Oficer and Secretary in 1991. |d. Y 22-23, 25.

In 2003, Pouring and Ponticas hired dobal Equity
Consultants (“dobal”), led by JimRose, to help reposition
Sonex’ s business froma research and devel opnent firmto a full-
service firmthat brought the technol ogies it devel oped to
market. 1d. 7 26, 29.

On d obal’s recommendation, Sonex hired Roger Posey as
President in 2004. Rose had known Posey in the context of a
sound- danpeni ng project for one of Posey’'s prior enployers.
According to Posey’s CV, he had experience in industrial
operations and with the comrercialization of innovative
technol ogies. He had expertise in noise and vibration control,
an area that Sonex was eager to pursue. [d. 1Y 30-31.

Sonex knew that Posey had recently worked as a sal es

representative for BRD Noi se and Vibration Control (“BRD").



Despite the overlap in BRDs and Sonex’s interest in noise
control products, Sonex did not ask Posey to nmake any
representations about his prior enploynment in his enpl oynment
agreenent. The law firm of Wnderweedl e, Haines, Ward & Wodnman,
P.A, of Olando, Florida (“the Wnderweedl e firni) represented
Posey during his enploynment negotiations with Sonex. Posey’s
enpl oynent agreenent with Sonex contained a covenant not to
conpete with Sonex during his enploynent or for a period of tine
after the termnation of his enploynent. 1d. 9T 34-35, 37.

The press rel ease announci ng Posey’s hiring stated:

W are delighted to have Roger join Sonex as our President.
Roger brings a wealth of managenent and industry turnaround
experience to Sonex and with his efforts we |look forward to
profitable growth as we continue to provide products to the
mar ket pl ace. At our 2003 Sharehol der Meeting in Septenber,
we announced the Conpany was focusing on business re-
positioning, strengthening its internal capabilities, and
pl anning for growh. Roger will play a ngjor role in the
continuing inplementation of this strategy.

Id. 11 38.

Sonex experienced cashflow difficulties inits
transition froma research and devel opnent firmto a
comercialization firm Pouring, Ponticas, and Posey all agreed
to defer portions of their salary and | ooked for ways to raise
short-termand long-termcapital. They were notivated by their

desire to recoup their deferred incone, protect the val ue of

their stock hol dings, and keep Sonex afloat. 1d. 9T 42-43.



Posey sought out a long-tinme friend and col | eague to
help in the effort to raise cash: JimZzZ 1. WIIlians, president
of EEI. WIllians Steel Division (“EIW) of Toronto, Canada, a
manuf act urer of noise control products. WIllians offered to try
to arrange a $40 mllion capital investnent by a group of
Canadi an investors. WIlIlianms said that he had a personal
relationship with Fred Hunter, a prom nent Toronto busi nessman
who WIliams thought would be interested in Sonex. WIIians
cautioned, though, that any financing would not be avail abl e
until, at the earliest, the summer of 2004, which was four nonths
away. ld. T 45-47.

I n February of 2004, Pouring, Ponticas, Posey, and
WIllians decided to pursue a private placenent of equity marketed
to individuals. The private placenent allowed Sonex to raise
cash while avoiding SEC and state regulatory requirenents
associated with public offerings. They wote a plan called
“Busi ness Content 2004" (hereafter “the Business Plan”) to be
used as a solicitation piece for the private placenent. Sonex
al so hired the Wnderweedle firm which had represented Posey in
hi s enpl oynment negotiations wth Sonex, to prepare docunents and
to counsel Sonex on the private placenent. 1d. Y 50-53.

The defendants devel oped a set of tal king points
enphasi zing two thenes to appeal to investors: the first

focused on new noi se and vi bration control technol ogies,



including a cutting-edge process called active noi se conceal nent.
The second nessage enphasi zed Sonex's | ong-term prospects. The
def endants agreed to overstate and exaggerate the prospect of the
| ong-termfinancing WIlianms was seeking; they knew that the
financi ng was specul ative, but that the best way to entice the
private placenment investors was to assure themthat it was
immnent. |d. Y 53-54.

The defendants solicited potential investors by telling
themthat: 1) Sonex was poised to becone a |eader in active
noi se conceal nent, and that Posey would be able to inplenment the
Busi ness Pl an because of his expertise in active noise
conceal ment and his experience with firnms devel opi ng i nnovative
technol ogi es; 2) to achieve that, Canadi an investors |led by Fred
Hunter had commtted up to $43 nmillion in |loans that were
expected to close during the summer of 2004; 3) Sonex sought a
short-termcapital infusion as a bridge until the financing
cl osed, and was | ooking to raise a few hundred thousand dol |l ars
through a private placenent; 4) the conpany had entered into a
strategic alliance with EIWto serve as exclusive United States
distributor of EIWs noise control products, which had al ready
led to a purchase order of $200,000 and other qualified sales
| eads; 5) once the financing arrived, Sonex would inplenent the
busi ness plan and all sharehol ders woul d reap the benefits. 1d.

11 55, 59.



Despite what the defendants told potential investors,
Sonex never had a strategic alliance with EIW a set of qualified
sal es | eads, or a $200, 000 purchase order. WIlianms said he
woul d consi der the arrangenent, but never committed to it. The
$200, 000 purchase order was for a referral Posey had made to EI'W
the order was with EIWdirectly, not with Sonex. Posey and
WIllians discussed treating this as Sonex's order, should the
exclusive distributor arrangenent ever materialize. WIIlians
admtted that once he learned, in March of 2004, that Posey had a
restrictive covenant with BRD and had refused to furnish it to
Sonex, he did not further consider the strategic alliance,
because he believed that Posey's covenant woul d prevent Sonex
fromentering a distribution agreenment for ElIWs products. 1d.
19 62-64.

Around February of 2004, Posey approached Bruce Mjer,
a former colleague living in Pennsylvania, to solicit his
investnment. Majer spoke to Posey, Rose, Pouring, Ponticas, and
Wl lians over the next several nonths, and received the business
plan. [d. 1Y 67-68.

Maj er was concerned that Sonex had hired d obal and the
W nderweedl e firmw thout sufficient cash flow to conpensate
them Posey told Majer in several conversations in the spring of
2004 that both firms had agreed to accept stock in lieu of cash

for all services. Sonex's Form 10-KSB for fiscal year 2003,



publ i shed around April 2004, stated that Sonex had agreed to pay
1, 000, 000 shares to an unidentified law firm and that Sonex had
agreed to pay the firma cash retainer by June 30, 2004. Posey
assured Majer that the Wnderweedl e firmhad agreed to accept
only stock as paynent for its services going forward. Majer did
not question this representation. 1d. Y 69-70.

Maj er expressed concern to others at Sonex and received
reassurance. In the spring of 2004 WIllians told Majer that the
Canadi an financing would conme through and that it was only a
matter of time. Majer asked Posey whether he had a restrictive
covenant fromhis fornmer enployer that mght affect his work at
Sonex. Posey acknow edged that he had such a covenant, but said
that it was not inplicated by his Sonex enploynment. |In addition,
Posey told Majer that the covenant had been reviewed by his
attorney, Lipson, and was inapplicable. [1d. Y 72-73.

Contrary to Posey's representation, Lipson had not
revi ewed Posey's covenant with BRD. Lipson, concerned about the
status of Posey's restrictive covenant after review ng Sonex's
busi ness pl an, asked Posey for a copy of his enpl oynent agreenent
with BRD, which Posey refused to provide. Lipson then advised
Sonex that it should not go through with the private pl acenent
and accept noney frominvestors. Sonex disregarded this advice

and proceeded with the private placenent. 1d. | 74-78.



On February 23, 2004, Majer traveled to Sonex's office
in Annapolis to tour the facility and neet with Pouring,
Ponti cas, Posey, and Rose. They discussed the business plan and
the private placenent, review ng the talking points: Posey's
qualifications; the immnent Canadi an financing; the strategic
alliance with ElWand the $200, 000 purchase order; and the
W nderweedl e firm s acceptance of stock in lieu of cash. Based
on these representations, Majer was inpressed with Sonex. He
told friends, famly nmenbers, and col |l eagues that he was
considering an investnent, and referred those who expressed
interest to the defendants. [d. | 79-82.

The defendants arranged a series of investor neetings
at a hotel conference center in Plynouth Meeting, Pennsylvani a,
on February 27, 2004, March 26, 2004, and in early April, 2004.
Posey and Rose | ed the neetings. They described the conpany,
expl ai ned the investnent terns, presented a Power Point of the
Busi ness Plan, and left a copy of the Business Plan with the
prospective investors. They discussed the major talking points:
Posey's ability to inplenent the business plan and his experience
wi th active noise conceal nent technol ogy; the strategic alliance
with EIW the i nm nence of the Canadi an financing; and the
st ock- paynent arrangenent with the Wnderweedle firm Maj er

attended all three neetings; Fortna attended the first two



nmeetings; Hermtage representatives cane to all three neetings.
1d. 11 83-86.

Maj er purchased 1.2 units of private placenent equity
(240, 000 shares of comon stock and a warrant to purchase an
addi ti onal 240,000 shares). Around April 21, 2004, he wred
$60, 000 to Sonex and delivered a conpl eted and si gned
subscri pti on agreenent and a confidential purchaser
guestionnaire.? 1d. T 88.

Al'l en Fortna bought 1.4 units (280,000 shares of common
stock and a warrant to purchase 280,000 nore). Around April 28,

2004, he delivered a check for $70,000 to Sonex, along with a

2 The plaintiffs do not attach copies of the subscription
agreenents to their anended conplaint. Sonex, Pouring, and
Ponticas attached copies to their original notion to dismss.

The United States Court of Appeals for the Third Crcuit has held
that although “[a]s a general matter, a district court ruling on
a notion to dismss may not consider matters extraneous to the

pl eadings, . . . an exception to the general rule is that a
docunent integral to or explicitly relied upon in the conpl aint
may be considered wi thout converting the notion to dismss into

one for summary judgnment.” In re Burlington Coat Factory Sec.
Litig., 114 F.3d 1410, 1426 (3d Cr. 1997) (internal quotations

omtted). This approach was recently confirmed by the United
States Suprene Court, which held that courts analyzing notions to
di smi ss clains under the PSLRA must exam ne the conplaint inits
entirety, as well as docunents incorporated into the conplaint by
reference or matters of which a court nmay take judicial notice.
Tellabs v. Makor Issues & Rts., Ltd., 127 S. C. 2499, 2509
(2007).

The subscription agreenents formthe basis for the
plaintiffs’ clains of rescission and breach of contract. In
addition, they are intimately involved with the plaintiffs’ other
claims. For exanple, in order to succeed with their clains of
mat erial om ssions, the plaintiffs need to show t he absence of
statenents fromthe materials with which they concede they were
provided. The Court will consider the subscription agreenents.
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conpl eted and signed subscription agreenent and a confidenti al
purchase questionnaire. [d. § 89.

WIlliam P. MKinney, George McC ennen, Donald E. Wnne, Al an
S. Lurty, Jay Feinschil, and Jeffrey J. Craighead forned
Herm t age, a Pennsylvani a partnership, to nake their investnent.
Through it, they bought 0.9 units (180,000 shares of common stock
and a warrant to purchase an additional 180,000). Hermtage
delivered a check for $45,000 to Sonex in July 2004, along with a
conpl eted and signed subscription agreenent and a confidenti al
purchase questionnaire. [d. § 90.

Maj er and Fortna's subscription agreenents are dated

April 21, 2004. Hermtage's subscription agreenent is dated July
2, 2004. In those agreenents, the plaintiffs represented and
warranted that they were "capable of evaluating the nerits and
risks of an investnent in the Units," that they had "read and
understood the Conpany Information [defined in the agreenents to
i ncl ude Sonex's Annual Report on Form 10-KSB for the year ending
Decenber 31, 2003]," that in connection with their review, they
had "consulted with such i ndependent |egal counsel, accountants
and ot her advisers considered appropriate to assist [then] in
evaluating [their] proposed investnent in the Conpany,"” and that
t hey had:

taken full cogni zance of and underst[ood]:

A) the Conpany's Annual Report on Form 10-KSB for the year
ended Decenber 31, 2003;

11



C) the Conpany's business plan entitled "Business Content
2004";

D) the formof the warrant;

E) this Subscription Agreenent;

F) that there are substantial risk factors to be consi dered
in connection with an investnment in the Units, including
without Iimtation those set forth in the Conpany

| nf or mati on;

G that the Units constitute a specul ative investnent and

i nvol ve a high degree of risk, including the |oss of the
subscriber's entire investnent in the Conpany; and

H) that there are substantial restrictions of the
transferability of the shares of Common Stock and the
Warrants . . . accordingly, the undersigned nay be required
to hold the shares of Common Stock and the Warrants
conprising the Units indefinitely and it may not be possible
for an investor to |liquidate an investnent in the Conpany.

Defs’. Mot. to Dismss Conplaint Exs. 2-A, 2-B, and 2-C at 5, 10.°3
The 2003 Form 10-KSB that the plaintiffs warranted that
t hey had "taken full cognizance of and understood"” in the
subscription agreenents included the follow ng disclosures:*
Since its inception in 1980, the conpany has generated
cunul ati ve net | osses of approximately $23 million and
anticipates continuing to incur operating | osses for the

f oreseeabl e future.

Operating funds have been raised primarily through the sale
of equity securities.

3 Hereafter Defs’. Br.

4 The Court will consider the 2003 Form 10-KSBs for two
reasons. First, these forns are essentially incorporated into
t he subscription agreenents, which the Court has al ready
explained it will consider. Second, when considering a notion to
dismss in a securities action, a court nay “take judicial notice
of properly authenticated public disclosure docunents filed with
the SEC.” Oan v. Stafford, 226 F.3d 275, 289 (3d G r. 2000).
The court in Oran took judicial notice of such docunents even
t hough they had not been included in the conplaint.

12



The continued deferral of portions of current wages by the
Conmpany's officers cannot be expected to continue
indefinitely, and the Conpany will be required to pay
anount s out standi ng as soon as cash flow permts.

[ A]s of January 1, 2004, the Conpany's chief financia
officer is no |onger deferring any portion of his current
sal ary.

[ Sonex has a] history of operating | osses.

[ Sonex' s] prospects beyond [approxi mately June 30, 2004] are
dependent upon its ability to enter into significant funded

contracts . . . or secure a major capital infusion.

The[] uncertainties [of] . . . the Conpany's ability to
generate sufficient revenue and ultimtely achieve
profitable operations . . . raise substantial doubt about

the Conpany's ability to continue as a goi ng concern.
The agreenment with new | egal counsel also requires the
Conpany to remt a cash retainer of $50,000 by June 30,
2004.

Id. Ex. 1 at 15, 16, 35-36, 41.

Wth $175,000 of the private placenent noney, Sonex
pai d operating expenses, including the salaries of the officers.
During the weeks follow ng the investnents, the investors
confidence waned. Am Conpl. 1Y 91.

Sonex's Form 10-QSB, filed with the SEC i n August of
2004, reveal ed that Sonex had agreed to pay the Wnderweedl e firm

in cash, and that the firmhad sent invoices to Sonex in May 2004

and a default notice for $102,000 in June of 2004.° Gven the

5 This formwas not attached to the conplaint, but, |ike
the Form 10-KSB, forns the basis for many of the plaintiffs’
claims. The defendants attached it to their original notion to
dismss as Exhibit 4, and the Court will consider it.
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W nderweedl e firms role in both the private placenent and the
Canadi an financing, the investors were concerned both with the
short-term financing and the long-termcapital investnment. |d.
19 96-98.

The Form 10- Q@SB expl ai ned that Sonex di sputed the
W nderweedl e firms fees and had engaged separate counsel on a
pro bono basis. The formstated that Sonex "believes that the
anounts invoiced by [Wnderweedle] are far in excess of what is
reasonabl e based on the Iimted services requested by the Conpany
and the limted work product produced by [Wnderweedle]." It
descri bed Sonex's demand for return of the commopn stock issued to
W nder weedl e, and Sonex's reservation of rights against the firm
The form concluded: "Wile the outcone of this dispute is
uncertain and may have an adverse effect on the Conpany's
financial condition, managenent believes that the Conpany has a
defensi ble position. Accordingly, no liability for any anmounts
related to this dispute has been recorded in the acconpanying
financial statenents as of June 30, 2004." Def’'s. Mt. Ex. 4 at
15.

By late in the summer of 2004, the Canadi an financing
still had not arrived. Wen the plaintiffs pressed WIllians, he
told themthat the financing deal was dead by the tine Herm tage
made its investnment in Sonex. Ponticas had al ways been skepti cal

about the financing. Posey, WIllians, and Rose net with Hunter

14



before the plaintiffs nmade their investnents, and Hunter said he
woul d consider only an initial investnent of $1.5 to $2 mllion,
not the $43 mllion pronoted to the plaintiffs. 1n about March
of 2004, Ponticas and WIIlians di sagreed about how to use the
financi ng proceeds: Ponticas wanted to pay off Sonex's
liabilities, but WIllianms wanted to use the noney for Sonex's new
busi ness ventures. WIllians told the other defendants that the
use proposed by Ponticas would "kill the deal.” Am Conpl. 91
101- 05.

In early April of 2004, the defendants held a
conference call with Fred Hunter, who said that he had been
del ayed in considering the financing because of restrictions
i nposed by the Patriot Act. After Hunter hung up, Ponticas said
that he thought the Patriot Act was an excuse and that the
financing would not conme through. At a later board neeting, in
June of 2004, WIlians said that he was not prepared to
facilitate a direct |loan fromthe Canadi an i nvestors to Sonex.
Rat her, the |oan would be nmade directly to Wllians or to EIW
which woul d re-lend the funds to Sonex at a higher interest rate,
and only if Sonex agreed to escrow the | oan proceeds, use the
proceeds only for specified purposes acceptable to WIllianms (not
for paying down Sonex's debts), and to grant Wllianms a
substanti al anmount of stock and warrants. Rose and Lipson

objected to those terns, and Lipson pointed out that WIllians

15



woul d be breaching his fiduciary duty as a Sonex director if he
took the loan on such personally advantageous terns. 1d. 1Y
106- 10.

In July of 2004, after Sonex had received the check
fromHermtage, but before it deposited the check, Rose net with
Ponticas and Pouring and told themthat he and Lipson both
believed that the check could not be |lawfully deposited and
needed to be returned to Hermtage. This was necessary, Rose
sai d, because the investors had never been told that: the
financi ng had been specul ati ve and was now dead; Posey had a
restrictive covenant with BRD and refused to furnish it to Sonex,
whi ch cast doubt on his ability to | ead the conpany; and that
Sonex had a cash obligation to the Wnderweedl e firmand was now
in default. Sonex ignored Rose’s advice and deposited the check.
Id. 17 111-12.

In Cctober of 2004, Sonex announced that Posey was
steppi ng down as President and CEO. About two weeks | ater Sonex
announced that Posey was |eaving the Board of Directors. The
formal announcenents did not include a reason for Posey's
departure, but the plaintiffs |learned that there was a confli ct
wi th BRD, Posey's previous enployer, about his restrictive
covenant, which prohibited himfromconpeting wwth BRD in the
area of sound-danpeni ng and noi se managenent. \Wile the

def endants were soliciting the plaintiffs by stressing Posey's

16



qualifications, the defendants knew or should have known t hat
Posey coul d not inplenent the business plan and that if BRD ever
pressed the matter, Posey would be forced to resign. 1d. 91
114- 16.

| f Sonex had been as the defendants represented, the
securities that the plaintiffs purchased woul d have been wel |
worth what they had paid. Because Sonex was so far fromwhat the
defendants represented it to be, the plaintiff's securities are
essentially worthless. On Decenber 9, 2004, the plaintiffs
demanded that Sonex return their investnments. The plaintiffs
tendered the equity they had purchased in exchange for a refund
of their noney. Sonex, through Pouring and Ponticas, denied

their request. 1d. 9T 117-109.

1. The Anended Conplaint and the Motions to Disniss

The anended conpl aint contains six counts: Count One,
violation of 8 10(b) of the Securities Exchange Act of 1934 and
17 C F.R 8§ 240. 10b-5(b), (collectively, “Rule 10b-5"); Count Two,
viol ation of the Pennsylvania Securities Act (“PSA’); Count
Three, fraudulent m srepresentation; Count Four, negligent
m srepresentati on; Count Five, rescission; and Count Six, breach
of contract.

Sonex, Pouring, and Ponticas have filed a notion to

di sm ss the anended conpl aint, arguing that the anmended conpl ai nt
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fails to state a clai mupon which relief can be grated. Posey
also filed a notion to dismss the anended conplaint for failure
to state a claim?®
The Court will grant the notions to dismss for failure
to state a claim The Court concludes that the allegations of
m srepresentati ons and om ssions fail under the standards for
clainms of securities fraud under Rule 10b-5, the PSA, and
Pennsyl vania common |aw. The plaintiffs have not denonstrated
that the defendants had scienter, that the m srepresentati ons and
om ssions were material, or that the m srepresentations and
om ssions were the proxi mate cause of the plaintiffs’ | osses.
The plaintiffs’ allegations of negligent m srepresentation,
breach of contract, and rescission also fail to state a claim
The defendants request an order by the Court directing
Sonex to issue share certificates to the plaintiffs for the

shares they purchased. The Court will issue this order

[11. Anal ysi s
A. 10b-5 d ai ns

Section 10(b) of the Securities Exchange Act of 1934

forbids the use or enploynment of any deceptive device in

6 Posey is pro se. He purported to nove to dismiss the
anended conpl aint on behalf of both hinself and Sonex. Sonex is
represented by separate counsel, and the court will consider
Posey’s notion only as to hinself.
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connection wth the purchase or sale of any security. 15 U S C
8 78j(b) (2000). Rule 10b-5 forbids the making of any “untrue
statenent of a material fact” or the om ssion of any materi al
fact needed to make the statenments not msleading. 17 CF. R 8
240. 10b-5 (2004).

Courts have inplied a private damages action fromthe
statute and the rule, and Congress has inposed statutory
requi renents on that private action. The basic el enents of the
action are: 1) a material m srepresentation or om ssion, 2)
scienter, 3) a connection with the purchase or sale of a
security, 4) reliance on the m srepresentation, 5) economc |o0ss,
and 6) | oss causation — a causal connection between the materi al

m srepresentation and the loss. Dura Pharm v. Broudo, 544 U. S

336, 341-42 (2005).

Rul e 10b-5 clains are governed by the Private
Securities Litigation Reform Act of 1995, 15 U.S.C. § 78u-4
(“PSLRA”). The PSLRA hei ghtened the pleading requirenents in

private securities actions. [In re Rockefeller CGr. Props., Inc.

Sec. Litig., 311 F.3d 198, 217 (3d Gr. 2002). It requires

securities plaintiffs to specify wwth particularity at the outset
of litigation all facts upon which they base their allegations or
upon which they formtheir belief (if an allegation is nade on
information and belief). 15 U S.C. 8 78u-4(b)(1)(B). They nust

“specify each statenent alleged to have been m sleading [and] the
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reason or reasons why the statenent is msleading.” [In re NAHC

Inc. Sec. Litig., 306 F.3d 1314, 1328 (3d G r. 2002) (quoting In

re Advanta Corp. Sec. Litig., 180 F.3d 525, 530 (3d Gr. 1999)).

To survive a notion to dismss, the msstatenents or
om ssions alleged by a plaintiff nust be material to the
reasonabl e investor. There nust be a “substantial |ikelihood
that, under all the circunstances, the [statenent or om ssion]
woul d have assuned actual significance in the deliberations of

t he reasonabl e shareholder.” In re Aetna, Inc. Sec. Litig., 34

F. Supp. 2d 935, 945 (E.D. Pa. 1999) (quoting TSC Indus., Inc. V.

Northway, Inc., 426 U. S. 438, 449 (1976)). The issue is whether

there is a substantial |ikelihood that the disclosure would have
been vi ewed by the reasonable investor as having significantly

altered the “total m x” of information avail able to that

investor. Basic, Inc. v. Levinson, 485 U S. 224, 231-32 (1988);

Shapiro v. UWB Fin. Corp., 964 F.2d 272, 280 n.11 (3d Gr. 1992)

(citations omtted).

“[V] ague and general statenents of optim smconstitute
no nore than puffery and are understood by reasonabl e investors
as such. . . . Such statenents, even if arguably m sl eadi ng, do
not give rise to a federal securities claimbecause they are not
material.” Advanta, 180 F.3d at 538.

The PSLRA al so hei ghtened the standard for pleading

scienter. 15 U S.C. 8 78u-4(b)(2). Wth respect to each act or
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om ssion, a plaintiff nust: 1) specify each statenent alleged to
have been m sl eading and the reasons why it is msleading;, and 2)
state with particularity facts giving rise to a strong inference
that the defendant acted with the required state of mnd. |[d.,

Tell abs v. Makor Issues & Rts., Ltd., 127 S. C. 2499, 2508

(2007). According to the Tellabs Court, the strong inference
standard unequi vocal ly raised the bar for pleading scienter. The
i nference nust be nore than nerely reasonabl e or perm ssible.

The Court held that a conplaint will survive only if a reasonable
person woul d deemthe inference of scienter cogent and at | east
as conpelling as any opposing inference that could be drawn from
the facts alleged. 1d. at 2509.

In its earlier decision the Court concluded that the
plaintiffs failed to adequately allege materiality or scienter
for any of the defendants’ alleged m srepresentations.’” The
plaintiffs’ allegations failed to alter the total m x of
information available to investors when considered with the
subscription agreenents that the plaintiffs signed, in which they
warranted that they had read and understood Sonex’s 2003 Form 10-
KSB. The only allegations of notive in the conplaint were

al l egations that Pouring, Ponticas, and Posey had deferred

! Because the plaintiffs did not nmake out their clains on
scienter or materiality, the Court did not address | oss causation
inits previous opinion. The Court will address |oss causation

in this decision.
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portions of their salaries and income and were notivated by a
desire to recoup that deferred i ncome and ensure their personal
wel | -being going forward. An officer’s desire to reap the
financial rewards of a successful transaction is not sufficient
notive to survive a notion to dismss. The plaintiffs
allegations did not give rise to a strong inference of scienter.

The Court discussed four clains of msrepresentation in
its earlier decision.

The first two clains of msrepresentation dealt with
t he defendants’ pronotion of Posey as uniquely qualified to
i npl emrent Sonex’ s busi ness plan when he was subject to a
restrictive covenant with a forner enployer that would force him
to resign. The Court observed that Posey’'s qualifications had
not been m sstated just because he was subject to a restrictive
covenant and that Posey’ s declaration that he had such a covenant
made it inpossible for the plaintiffs to argue that nondi scl osure
of the covenant was a material omssion. |In addition, the
statenents that the defendants made about Posey’s qualifications
constituted puffery.

The third claimaddressed the defendants’
representations that a |l oan from Canadi an i nvestors was i nmm nent
when in fact it was specul ative and had no realistic chance of

bei ng consummated. The Court held that an allegation that the
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def endants “knew’ that the financing was specul ative or tenuous
was insufficient as an allegation of scienter.

The fourth alleged m srepresentation dealt with the
defendants’ statenents that the Wnderweedl e firmhad agreed to
accept paynent in stock rather than in cash, when in fact the fee
agreenent required cash paynent, the conpany had agreed to pay a
cash retainer of $50,000, and the law firm had invoiced the
conpany for $102,000 for services rendered. The Court pointed to
the disclosure in Sonex’s 2003 Form 10-KSB, which the plaintiffs
warranted that they read and understood in their subscription
agreenents, that the agreenent with Wnderweedl e required a cash
retainer. Sonex’s 2004 Form 10- QSB di scl osed that Sonex di sputed
the $102,000 bill. The Court held that Sonex’s obligation to pay
the Wnderweedl e bill was not material because it was conti ngent
upon Sonex’ s success or failure in disputing the bill.

In addition, the 2003 Form 10- KSB di scl osed that Sonex
was in financially unstable position: the conpany was operating
at aloss, it would continue to operate at a loss for the
foreseeable future, and the plaintiffs mght |ose their
i nvestnments. G ven the magni tude of Sonex’s probl ens, the
di sputed Wnderweedl e bill would not have altered the total m x
of avail able information.

The Court will now address the allegations in the

anmended conplaint. The allegations fit into four categories,
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three of which are the sanme as those used by the Court inits
previ ous opinion: Posey’s unique qualifications to |ead Sonex
and his covenant with BRD; the Canadi an financing; and the
relationship with the Wnderweedle firm The new al |l egation

i nvol ves the strategic alliance with WIllians’s conpany ElI W and

t he purchase order and sal es | eads that resulted.

1. Materiality

The Supreme Court requires the Court to consider these
allegations in the context of the “total m x” of information
avail able to a reasonable investor at the tine of investnent.

Basic, Inc. v. Levinson, 485 U S. 224, 231-32 (1988). 1In this

case, as discussed in the Court’s previous opinion and above, the
total mx includes the disclosures plaintiffs received from Sonex
in their 2004 subscription agreenents. The plaintiffs signed the
agreenents, representing that they were “capable of evaluating
the nmerits and risk of an investnent,” that they had “read and
under st ood the Conpany Information [including the Annual Report
on Form 10-KSB for 2003],” and that they had “consulted with such
i ndependent | egal counsel, accountants and other advisers

consi dered appropriate to assist [them in evaluating [their]
proposed investnment in the Conpany.” Def’s. Mt. Ex. 2-A Ex. 2-

B, Ex. 2-C at pp. 5, 10.
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The 2003 Form 10- KSB di scl osed that Sonex was in a
financially tenuous position: it was operating at a loss and it
woul d continue to operate at a loss for the foreseeable future.
“Managenent recogni zes that the Conpany’ s history of operating
| osses, level of available funds, and revenue fromcurrent and
future contracts, in relation to projected expenditures, raise
substantial doubt as to the Conpany’s ability to commence
generation of significant revenues fromthe comercialization of
the [proprietary technology] and ultimtely achieve profitable
operations.” |d. Ex. 1 at 4.

The anended conplaint fleshes out the details of the
plaintiffs’ allegations, but none of the allegations would so
alter the “total mx” of information to state a cl ai munder the

PSLRA.

a. Posey’s Qualifications and the Covenant Not
to Conpete

The al |l egations regardi ng Posey’s qualifications and
t he non-conpete agreenent are nostly repeated fromthe first
conplaint. As discussed in the Court’s previous opinion, Posey
di scl osed that he had a restrictive covenant. The plaintiffs
have added details about Posey’ s experience and an all egation
that the defendants failed to disclose |egal advice from Lipson
t hat Sonex shoul d not proceed with the private placenent, in part

because of Posey’s restrictive covenant. Lipson had never seen
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the covenant. Hi s advice to Sonex was based only upon what he
t hought mi ght be in the covenant, and Sonex’s decision to proceed
despite this advice does not rise to the level of materiality

requi red by the PSLRA. Am Conpl. 1Y 76-77.

b. The Canadi an Fi nancing and the EIW Strategic
Al liance

The plaintiffs allege that the both the Canadi an
financing and the EIWstrategic alliance were dead at the tine
t he defendants represented that the financing was “inmnent” and
the strategic alliance was a “done deal.” Am Conpl. T 81, 87,
126.

As discussed in the Court’s previous deci sion,
representations about possible events that are contingent on the

actions of a third party are immaterial. 1n re Rockefeller Cr.

Props., 184 F.3d at 290; In re CDNow Sec. Litig., 138 F. Supp. 2d

624, 632 (E.D. Pa. 2001). 1In addition, the tinmeline of events
laid out in the anmended conplaint belies the plaintiffs’

al l egation that the defendants knew t hat the Canadi an fi nanci ng
was dead before the plaintiffs invested. Between February and
April of 2004, Fred Hunter, the | eader of the Canadi an group,
told the defendants that he would consider an initial investnent
of $1.5 to $2 million, not $43 mllion, and in early April he
told the defendants that he had been del ayed in considering and

commtting to the financing because of the Patriot Act. In
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Cct ober of 2004, the plaintiffs allege, “it becane apparent that
t he financing woul d not be consunmated.” Am Conpl. 19 102, 106,
57.

Plaintiffs Majer and Fortna invested in Sonex in Apri
of 2004; plaintiff Hermtage in July of 2004. Although the
Patriot Act problens and the scaling back of the investnent were
signs that the financing was in trouble, the allegations in the
anended conplaint do not |lead to the conclusion that the
financi ng was “dead” when the plaintiffs invested. The
subscri ption agreenents signed by the plaintiffs disclosed
Sonex’s tenuous financial position, and financing contingent on
t he deci sion of another outside group of investors does not
change the total mx of information avail abl e.

The strategic alliance with EIW |ike the Canadi an
financing, is a contingent event. |In addition, phrases |ike
“strategic alliance” or “strategic partner” are pronotional

| anguage that often constitutes puffery. See Wner Famly Trust

V. Queen, No. 05-3622, 2004 W. 2203709 at *8 (E.D. Pa. Sept. 27,
2004) (“Queen’s characterization of Smthfield as Pennexx’s
‘strategic partner’ is immterial puffery that is inactionable
under the securities |laws”).

The plaintiffs enphasize the inportance of the alliance
with EIWto Sonex’s business plan, which included references to

“qualified sales |eads” fromElIWand the $200, 000 purchase order.
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The anended conplaint states that Posey had referred a potenti al
custoner to EIW and that that custoner had placed a $200, 000
order with EIW Posey and WIlianms di scussed the possibility of
attributing that order to Sonex in the event they reached an
agreenent where Sonex becane EIWs exclusive distributor in the
United States, but they never reached a deal. Like the Canadi an
i nvestnments, Sonex’s strategic alliance with EIWand the leads it
received never materialized, but at the tine the plaintiffs
signed their subscription agreenents, it was a possibility. A
proj ection of $200,000 in inconme in the 4th quarter of 2004, in
the face of $23 million in cumnulative operating | osses, does not
change the total mx of information that the plaintiffs had, and

is not material. Am Conpl. 1Y 60-64.

C. The W nderweedle Firm

The plaintiffs’ allegations about the Wnderweedl e firm
are largely the same in the amended conplaint as they were in the
first conplaint. The plaintiffs claimthat the defendants told
them that W nderweedl e had agreed to accept stock in |lieu of cash
for all services. As discussed in the Court’s previous opinion,
the materiality of this representation is negated by the
di scl osure in Sonex’s 2003 Form 10-KSB that “the agreenment with
the new | egal counsel . . . requires the Conpany to remt a cash

retai ner of $50,000 by June 30, 2004.” Defs’. Mt. Ex. 1 at 41.
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The claimfrom W nderweedl e that Sonex was in default
could only have been material to Herm tage, because Majer and
Fortna signed their subscription agreenments before Wnderweedl e
sent the invoices to Sonex. Sonex disputed Wnderweedle' s bill,
and did not record liability for any anounts related to the
di spute, which it believed was “defensible.” As discussed in the
previ ous opinion, Sonex’ s dispute over the bill makes the
obligation contingent, and a disputed liability of $102,000 does
not alter the total mx of available information.

The plaintiffs’ allegations do not rise to the |evel of

materiality required to state a clai munder the PSLRA

2. Sci ent er

Since the Court dismssed the plaintiffs’ first
conplaint, the United States Suprene Court and the United States
Court of Appeals for the Third Circuit have issued opinions that
address the pleading requirenents of the PSLRA. These deci sions
clarify the stringent standard for pleading scienter. “The
Court’s Tel |l abs deci sion renoves any doubt the PSLRA' s scienter
pl eading requirenent is a significant bar to litigation

A obis Capital Partners, L.P., v. Stonepath Goup, Inc., No-06-

2560, 2007 W. 1977236, at *3 (3d Gir. July 10, 2007).

In Tellabs, Inc. v. Makor Issues & Rts., Ltd., the

Suprene Court held that an inference of scienter in a securities
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fraud conplaint nmust be nore than just “reasonabl e’ under the
PSLRA; it nmust be “cogent and at | east as conpelling as any
opposi ng i nference one could draw fromthe facts alleged.” 127
S. CG. 2499, 2510 (2007). The Court outlined a three-step
process for considering notions to dismss under 8 10(b): A
district court nust accept all factual allegations as true, as
with any notion to dismss. Then the court considers the
conplaint inits entirety, including docunents incorporated into
the conpl aint by reference, and exam nes whether all of the facts
al l eged, taken collectively, give rise to a strong inference of
scienter. Finally, the court considers plausible opposing
i nferences to determ ne whether the pleaded facts neet the
PSLRA's strong inference standard. 1d. at 2509.

The United States Court of Appeals for the Third
Circuit cited the Tellabs pleading standards in its recent

decision in Wner Famly Trust v. Queen, 503 F.3d 319 (3d Cr

2007). The plaintiffs appealed the district court’s dism ssal of
their conplaint, claimng that the court had inappropriately
resol ved disputed facts. The court of appeals affirnmed the
district court’s decision, finding that the district court had
accepted the plaintiffs’ alleged facts as true. View ng those
facts holistically, “a reasonable person would not deemthe

i nference of scienter as cogent and at |east as conpelling as any
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non- cul pabl e i nference based upon the omtted facts.” [d. at
330.

Wner Famly Trust adds clarity to a |line of cases

addressing scienter in the Third Grcuit by applying the Tell abs
test. A previous case in the Third Crcuit had held that
plaintiffs “my establish a ‘strong inference’ that the
defendants acted with scienter either by alleging facts that
constitute strong circunstantial evidence of conscious

m sbehavi or or recklessness.” GSC Partners CDO Fund V.

Washi ngton, 368 F.3d 228, 239 (3d Cr. 2004). In Tellabs, the

Suprene Court specifically reserved the question of whether

reckl essness could give rise to civil liability under Rule 10b-5.
The Court said that although every court of appeals that has
considered the issue has held that a plaintiff may neet the
scienter requirenent by show ng that the defendant acted
intentionally or recklessly, the question of whether reckl essness
satisfies the scienter requirenent was not presented in Tell abs.
127 S. C. at 2507 n. 3.

In Wner Famly Trust, the United States Court of

Appeals for the Third Grcuit affirmed the district court’s
finding that the pleaded facts failed to support the requisite
strong i nference of reckless conduct, nmuch | ess intentional
conduct. The court of appeals said that, “[s]tated differently,

Wner’'s purported inference, that the statements . . . were
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knowi ngly fal se, was not as conpelling or as strong as the
opposing inference cited by the District Court. Thus, Wner’s
inference is neither cogent, nor conpelling, nor strong in |ight
of conpeting inferences.” 503 F.3d at 331. 1In the Third
Crcuit, a plaintiff’'s purported inference that a defendant’s
actions were reckless or intentional is conpared agai nst any non-
cul pabl e i nference and nust be cogent and at |east as conpelling
as that inference in order to satisfy the scienter requirenent.
The facts supporting notive and opportunity to commt

fraud nust be stated with particularity. 1n re Advanta Corp.

Sec. Litig., 180 F.3d 525, 535 (3d Gir. 1999). A plaintiff nust
all ege the “who, what, when, where and how of the events at
issue to establish scienter; allegations that the defendants
“knew’ or “nust have known” that statenents were fraudul ent are

insufficient. GSC Partners, 368 F.3d at 239. Mbtives that are

comon to nost directors and officers do not give rise to a
strong inference of scienter. “In every corporate transaction,
the corporation and its officers have a desire to conplete the
transaction, and officers wll usually reap financial benefits
froma successful transaction. Such allegations al one cannot
give rise to a strong inference of fraudulent intent.” |[d. at
237.

To support a charge of reckl essness, a statenent nust

be a material m srepresentation or omssion that is “an extrene
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departure fromthe standards of ordinary care, and which presents
a danger of m sl eading buyers or sellers that is either known to
t he defendant or is so obvious that the actor nust have been
aware of it. 1d. at 239.

a. Posey’ s Covenant Not to Conpete

As di scussed above, the plaintiffs have added cl ai ns
t hat Posey represented that the covenant had been reviewed by his
attorney, Lipson, when in fact it had not, and that Lipson
advi sed Sonex not to proceed with the private placenent because
of the potential problens with the covenant. The plaintiffs
claimthat Posey’'s purposes, while selfish, also included a
notive to benefit the corporation by raising funds fromthe
plaintiffs. Am Conpl. 1Y 76-77.

Even interpreting the facts as alleged in the |ight
nost favorable to the plaintiffs, the inference that defendant
Posey was trying to get a job and avoid conflict with his
potential enployer is nore conpelling than the plaintiffs’
proposed inference that Posey was trying to benefit Sonex by
rai sing noney fromthe plaintiffs through a fraudul ent schene.
Tellabs, 127 S. C. at 2504.

Li pson never revi ewed Posey’s covenant not to conpete
with BRD, although he represented both Posey (in his enploynent
negoti ations with Sonex) and Sonex itself (in its pursuit of the

private placement). Am Conpl. f 74. H's advice to Sonex not to
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proceed with the private placenent was based on a docunent he had
never seen. Sonex’'s decision to disregard its attorney’ s advice,
when the attorney had never seen the document in question, does
not rise to the level of scienter needed for fraud under the
PSLRA. Under Tell abs, even assum ng that the allegation is true,
all the facts as alleged do not give rise to an inference of
scienter that is cogent and conpelling as any opposing inference
that could be drawn. Nor does it rise to the level of “an
extrene departure fromthe standard of care” as required by the

reckl essness standard laid out in GO Partners. ld. at 239.

b. The Strategic Alliance Wth EIW

The plaintiffs add a claimabout a “strategic alliance”
wth Wllians’s Canadian firm EIW and a putative purchase order
for $200,000. The plaintiffs allege that the Sonex business plan
fraudul ently pronoted a strategic alliance between Sonex and EI' W
The Business Plan stated that the two conpanies “have allied in
order to execute a private |abel arrangenent” and that the
alliance would facilitate EIWs “gracious feeding of qualified
sal es | eads to Sonex” including a purchase order for $200,000 to
be executed in the fourth quarter of 2004. Am Conpl. Y 60.
Language in the Business Plan |ike “strategic alliance” and

“sales | eads” are classic puffing statenents which are i mmateri al
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to a scienter analysis. See Wner Famly Trust v. Queen, 2004 W

2203709 at *8 (E.D. Pa. Sept. 27, 2004).

Def endant W Il ianms acknow edged i n August 2004 that the
agreenent had never been finalized and that the purchase order
was placed with EIWrather than directly with Sonex. The
Busi ness Pl an was prepared in the spring of 2004, before the
plaintiffs signed their Subscription Agreenents. The plaintiffs
seek an inference that the individual defendants knew prior to
WIllians’s disclosure that the alliance had not been conpl eted
and that they either consciously or recklessly kept this fact
fromthe plaintiffs. The plaintiffs do not plead specific facts
sufficient to support this inference. Am Conpl. 1Y 62, 63, 68,
83- 85.

C. The Canadi an Fi nanci ng

The plaintiffs allege that the Canadi an investor, Fred
Hunter, considered an initial investnment of $1.5 to $2 mllion,
not the $43 mllion that the defendants clained. According to
the plaintiffs, Hunter expressed concern about conpleting the
financi ng because of new regulations in the Patriot Act, and
def endant Ponticas wondered whether his hesitation was really due
to the regulations and that he did not think the financing would
come through. An initial investnent anount does not give rise to

an inference that the total investnent anount will be the sane,
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and a deal is not “dead” just because one director thinks it wll
not conme through. Am Conpl. { 106.

The plaintiffs also allege that a Sonex director,
WIllians, breached his duty of loyalty to the conpany by
proposi ng that the Canadi an i nvestnment should be nade directly to
himor to his conpany, EIW which would | end the noney to Sonex
at a higher interest rate and under unattractive conditions. The
clains that detail WIlians’s breach of fiduciary duty do not
allege injuries to the plaintiffs, but rather to Sonex itself.
This is not a derivative suit; injuries to Sonex must be cl ai ned
by Sonex, not the plaintiff investors. Sonex never accepted
Wl lians's proposal to pursue financing on those terms. Am

Conpl . {1 108, 110.

d. The W nderweedle Firm

As di scussed above, the plaintiffs add little new
information to their allegations about Sonex’s arrangenents with
the Wnderweedle law firm The plaintiffs reiterate their clains
about Sonex’s cash obligations to the firmand add the clai mthat
Sonex’ s attorney (Lipson) and its investnent advisor (Rose)
recommended that the conpany not proceed with the private
pl acenment because the financing was “dead,” Posey had a
restrictive covenant, and Sonex had a cash obligation to the

W nderweedle firm Am Conpl. Y 77, 112.
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The cash obligation and timng allegations were
addressed in the Court’s dismssal of the conplaint. Assum ng
that the plaintiffs’ allegation that Sonex disregarded the advice
of their advisers is true, this decision does not rise to the
| evel of recklessness required for scienter. All of these
al | egati ons have been addressed above; none of the facts
associated wwth themlead to an inference of fraud that is nore
conpel l'ing than an opposi ng inference.

The plaintiffs have not satisfied the PSLRA' s scienter
standard for the clains that they have added to their anmended

conpl ai nt.

3. Loss Causati on

The defendants al so argue that the anmended conpl ai nt
shoul d be deni ed because the plaintiffs have not pleaded facts
sufficient to establish | oss causation.

In Dura Pharm, Inc. v. Broudo, 544 U S. 336 (2005),

the United States Suprenme Court held that a private plaintiff
claimng securities fraud nust prove that the defendant’s fraud
caused an econom c |loss. The Court overturned the United States
Court of Appeals for the Ninth Crcuit, which had held that a
plaintiff could establish | oss causation by show ng that the
price on the purchase date was inflated because of a

m srepresentation. 1d. at 340. The Court held that an inflated
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purchase price alone was not sufficient to proximately cause the
rel evant economc loss. 1d. at 342.

The United States Court of Appeals for the Third
Circuit held, even before Dura, that an investor seeking to
satisfy the | oss causation el enment nust establish that the
al l eged m srepresentations proximtely caused the decline in the

security’s value. Semarenko v. Cendant Corp., 223 F.3d 165, 185

(3d Gir. 2000).

Dura was a fraud-on-the-nmarket case, but its analysis
is broadly applicable. The Court noted that when a purchaser
resells shares for a lower price than the one she paid, the | ower
price “may reflect, not the earlier m srepresentation, but
changed econom c circunstances, changed investor expectations,
new i ndustry-specific or firmspecific facts, conditions, or
ot her events, which taken separately or together account for sone
or all of that lower price.” Dura, 544 U. S. at 343. The Court
cautioned that the securities statutes deter fraud by providing
private rights of action, but are not neant to “provide investors
wi th broad insurance agai nst market | osses.”

The plaintiffs’ anmended conpl ai nt contains one
allegation wwth respect to | oss causation: “if Sonex had been as
the defendants represented, the securities purchased by
Plaintiffs would have been well worth what they paid for them

Because Sonex was far from what defendants represented it to be,
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the securities are essentially worthless.” Am Conpl.  118. As
in Dura, the plaintiffs allege that they relied on erroneous
informati on and om ssions and therefore paid nore than the actual
val ue of the securities.

This all egati on does not show proxi mate cause of
econom c loss. The Dura Court noted that “the logical |ink
between the inflated share purchase price and any |l ater economc
loss is not invariably strong,” pointing to other factors such as
a shift in the econony, changes in the industry or the firm and
revi sed i nvestor expectations. Dura, 544 U S. at 342.

An exam nation of the plaintiffs’ allegation of |oss
causation, even at the notion to dism ss stage, nust consider
these other factors. |In this case, the plaintiffs were warned in
witing about the tenuous nature of Sonex’s finances, and they
signed statenents warranting that they understood those warnings.
Sonex’ s representations about itself included that it was
operating at a loss and would continue to operate at a | oss for
the foreseeable future, and that its senior enpl oyees had
foregone their salaries. In addition, there were significant
specific restrictions on the stock the plaintiffs purchased: it
was restricted stock and could not be sold for a m ninumof two
years, and the subscription agreenents |imted the stock’s
transferability, warning that “the undersigned nay be required to

hold the shares . . . indefinitely and it may not be possible for
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an investor to liquidate an investnent in the Conpany.” The
value of the plaintiffs’ stock, at the time that they purchased
it, included the risk that |iquidation of the stock m ght never
be possible. Defs’. Mt. Ex. 2-A 2-B, 2-Cat T I1l1(e)(1).

The plaintiffs enphasize that Dura was a fraud-on-the-
mar ket case and that their case against Sonex is not. They cite

a case fromthe Nnth Crcuit, Livid Holdings Ltd. v. Sal onpon

Smth Barney, Inc., 416 F.3d 940 (9th Gr. 2005), as parallel to

their omm. In Livid, the plaintiffs alleged that the defendants
m srepresented whether or not the proceeds of a private equity
sal e had been received. There was general cautionary |anguage in
the offering nmenorandum received by the plaintiffs that stated
that “the Conpany may have undergone . . . managenent changes,
owner shi p changes and busi ness strategy changes.” Livid, 416
F.3d at 945. The court held that the cautionary |anguage was
insufficient warning and that the defendant’s m srepresentation
conceal ed the conpany’s dire financial situation, causing the
plaintiff to lose the entire value of its investnent. |[d. at
949.

The | anguage in the offering nmenorandum at issue in
Livid is far nore general than the warnings Sonex included in its
2003 Form 10-KSB and the subscription agreenents signed by the
plaintiffs. Those warnings covered Sonex’ s past operating

| osses, its current and potential future financial problens, the
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constraints on its managenent fromliquidity problens, the
prospect that it m ght never be able to inplenent its business

pl an, and the fact that the shares the plaintiffs were purchasing
m ght not be transferable. Wen the plaintiffs signed the
subscri ption agreenents, they warranted that they understood
“that the Units constitute a specul ative investnent and involve a
hi gh degree of risk, including the | oss of the subscriber’s
entire investnent in the Conpany.” Defs’. Mt. Ex. 1 at 16; EX.
2-a, 2-b, 2-c at 811lI(e)(l). In Livid, the court held that the
def endants had conceal ed the “true nature” of the conpany. Sonex
disclosed its true nature to the defendants in the witten
materials they were given prior to investing.

The Dura court observed that although the pleading
rules are not nmeant to inpose a great burden on a plaintiff, it
shoul d not prove burdensone for a plaintiff who has suffered an
econom c loss to provide a defendant with sone indication of the
| oss and the causal connection that the plaintiff asserts. Dura,
544 U.S. at 347. The Court cautioned that allowng a plaintiff
to forgo giving any indication of the economi c |oss and proxi mate
cause would transforma private securities action into a “parti al
downsi de i nsurance policy.” 1d. at 347-48.

The plaintiffs’ allegations do not establish that the
m srepresentati ons of the defendants proxi mately caused their own

economc loss. The plaintiffs took on a high degree of risk by
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investing in a faltering conpany. They knew that Sonex was in
financial trouble, that Sonex enpl oyees were forgoing their
salaries, and that investors m ght never be able to sell their
shares in the conpany. These specific warnings, which the
plaintiffs warranted they had read and under st ood when they
signed their subscription agreenments, make it inpossible for the
plaintiffs to establish, on the facts alleged in the anended
conplaint, that the defendants caused their econom c |osses. The
plaintiffs decided to invest despite these warnings, and their
econom c | osses are theirs to bear.

The plaintiffs have not stated a clai munder Rule 10b-
5. Their pleadings on materiality, scienter, and | oss causation
were insufficient. Therefore, the Court will dismss Count One,

the plaintiffs’ federal securities |aw clains.

B. O her Fraud d ainms

The Court will also grant the notions to dismss Counts
Two and Three, the allegations of violations of the Pennsylvani a
Securities Act (“PSA’) and fraudul ent m srepresentation. 70 Pa.
C. S. 88 1-401(a), 501(a). The PSA, like Rule 10b-5, prohibits
fal se statements and om ssions of material fact in connection
with the sale of securities in Pennsylvania. The elenents of a
cl ai m of fraudul ent m srepresentation or om ssion under

Pennsyl vania |aw are: 1) a representation or om ssion; 2) which
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is material to the transaction at hand; 3) nade or conceal ed
falsely, wth knowl edge of its falsity or recklessness as to
whether it is true or false; 4) with the intent of m sl eading
another into relying on it; 5) justifiable reliance on the

m srepresentation; and 6) the resulting injury was proxi mately

caused by the reliance. dbbs v. Ernst, 647 A 2d 882, 889 (Pa.

1994).
The el ements of commopn | aw fraud are “al nbst identical”
to the elenents of Rule 10b-5 clains and cl ai n8 under the PSA.

Sunquest Info Sys., Inc. v. Dean Wtter Reynolds, Inc., 40 F

Supp. 2d 644, 659 (WD. Pa. 1999). The plaintiffs’ clains under

t hese doctrines fail for the sane reason their 10b-5 clains fail.

C. Negl i gent M srepresentation

The Court will dismss Count Four, the plaintiffs’
all egation of negligent msrepresentation. Under Pennsylvania
law, the elenents of a negligent m srepresentation claimare: 1)
a msrepresentation of material fact, 2) nmade under circunstances
in which the m srepresenter ought to have known of its falsity;
3) made with an intent to induce another to act on it; 4) which
results in an injury to the party acting in justifiable reliance

on the msrepresentation. G lnour v. Bohnueller, 2005 W. 241181

at *3 (E.D. Pa. Jan. 27, 2005). The plaintiffs say that if the

m srepresentations in the anended conpl ai nt were not nade
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knowi ngly or recklessly, they were nmade negligently, with a | ack
of reasonable care. Am Conpl. {1 154, 158. They restate their
clains fromthe fraud section of the anended conpl aint, but, as
in the fraud section, the plaintiffs do not plead facts to
support their contention that the defendants nmade

m srepresentations with the intent to induce the plaintiffs to
act on them Therefore, the negligent msrepresentation claimis

di sm ssed.

D. Resci ssi on and Breach of Contract

The Court will dismss Counts Five and Six, Rescission
and Breach of Contract.

The plaintiffs allege that the subscription agreenents
require that the defendants deliver stock certificates to the
plaintiffs. The defendants have not delivered the stock
certificates, and the plaintiffs seek rescission of the
subscription agreenents and specific performance conpelling the
i mredi ate delivery of the stock certificates. Under Maryl and
| aw, whi ch governs the subscription agreenents, rescission is a

“radical renmedy.” Cutler v. Sugarman Org., Ltd., 596 A 2d 105,

110 (Md. 1991). This renedy, and the specific perfornmance
requested in the breach of contract claim are unnecessary
because the defendants have agreed to transfer the share

certificates to the plaintiffs. The defendants have requested an
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order by the court directing Sonex to issue share certificates to
the plaintiffs for the shares they purchased. The Court wll

grant this request.

An appropriate Order follows.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

BRUCE W MAJER, et al. ) ClVIL ACTI ON
V.
SONEX RESEARCH, INC., et al. NO. 05-606
ORDER

AND NOW this 31st day of January, 2008, upon
consideration of the Mdtion to Dismss Plaintiffs’ Anended
Conmplaint for Failure to State a Cl aimUpon Wi ch Relief Can Be
Granted as to Defendants Sonex, Pouring, and Ponticas (Docket No.
41), the Mdtion to Dismiss Plaintiffs’ Amended Conplaint for
Failure to State a C ai m Upon Wiich Relief Can Be Granted as to
Def endants Sonex and Roger D. Posey® (Docket No. 48), the
Suppl emrent al Menoranda of Law in Further Support of the Mdtion to
Dismiss Plaintiffs’ Conplaint as to Defendants Sonex, Pouring,
and Ponticas, the responses to all of the above docunents, and
the replies thereto, it is HEREBY ORDERED t hat:

1. Sonex, Ponticas, and Pouring’ s notion to disn ss
for failure to state a claimis GRANTED

2. Posey’s notion to dismss for failure to state a

claimis GRANTED

8 As expl ained in the Menorandum the Court considered
Posey’s Motion only as to hinself, and not to Sonex, because
Sonex is represented by separate counsel.



3. Sonex, Ponticas, and Pouring s request for an order
to transfer the share certificates to the plaintiffs is GRANTED.
Sonex shall issue and transfer share certificates to each
plaintiff representing the shares that each plaintiff purchased
pursuant to the subscription agreenents.

4. This case is dismssed with prejudice. The case is

CLGOSED.

BY THE COURT:

[s/ Nary A. MLaughlin
MARY A. McLAUGHLI N, J.




